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all classes of stock entitled to vote of P Cor-
poration. P Corporation has no other class of
stock. On January 1, 1970, while still owning
such voting stock O Corporation issued to
the shareholders of P Corporation to provide
consideration for an additional 40 percent of
P Corporation’s voting stock an obligation
which satisfied the tests of section 279(b) re-
quiring it to pay $4 million of interest each
year. Hence, O Corporation acquired control
of P Corporation, and the provisions of sub-
paragraph (1)(ii) of this paragraph ceased to
apply to O Corporation. Thus, 75 percent of
the obligation issued by O Corporation to
provide consideration for the stock of P Cor-
poration is not corporate acquisition indebt-
edness (that is, of the 40 percent of the vot-
ing stock of P Corporation which was ac-
quired, only 30 percent was needed to give O
Corporation control). Since 25 percent of the
obligation is corporate acquisition indebted-
ness, $1 million of interest attributable to
such obligation is subject to disallowance
under section 279(a) for the taxable year 1970.
The remaining $3 million of interest attrib-
utable to the obligation will reduce the $5
million limitation provided by in section
279(a)(1).

(9) Exemptions for certain acquisitions
of foreign corporations—(1) In general.
Under section 279(f), the term corporate
acquisition indebtedness does not include
any indebtedness issued to any person
to provide consideration directly or in-
directly for the acquisition of stock in,
or assets of, any foreign corporation
substantially all the income of which,
for the 3-year period ending with the
date of such acquisition or for such
part of such period as the foreign cor-
poration was in existence, is from
sources without the United States. The
interest attributable to any obligation
excluded from treatment as corporate
acquisition indebtedness by reason of
this paragraph shall reduce the $5 mil-
lion limitation of 279(a)(1).

(2) Foreign corporation. For purposes
of this paragraph, the term foreign cor-
poration shall have the same meaning
as in section 7701(a)(5).

(3) Income from sources without the
United States. For purposes of this para-
graph, the term income from sources
without the United States shall be deter-
mined in accordance with sections 862
and 863. If more than 80 percent of a
foreign corporation’s gross income is
derived from sources without the
United States, such corporation shall
be considered to be deriving substan-
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tially all of its income from sources
without the United States.

[T.D. 7262, 38 FR 5845, Mar. 5, 1973]

§1.279-4 Special rules.

(a) Special 3-year rule. Under section
279(d)(4), if an obligation which has
been deemed to be corporate acquisi-
tion indebtedness for any taxable year
would not be such indebtedness for
each of any 3 consecutive taxable years
thereafter if the ratio of debt to equity
and the ratio of projected earnings to
annual interest to be paid or incurred
of section 279 (b)(4) were applied as of
the close of each of such 3 years, then
such obligation shall not be corporate
acquisition indebtedness for any tax-
able years after such 3 consecutive tax-
able years. The test prescribed by sec-
tion 279(b)(4) shall be applied as of the
close of any taxable year whether or
not the issuing corporation issues any
obligation to provide consideration for
an acquisition described in section
279(b)(1) in such taxable year. Thus, for
example, if a corporation, reporting in-
come on a calendar year basis, has an
obligation outstanding as of December
31, 1975, which was classified as a cor-
porate acquisition indebtedness as of
the close of 1972 and such obligation
would not have been classified as cor-
porate acquisition indebtedness as of
the close of 1973, 1974, and 1975 because
neither of the conditions of section
279(b)(4) were present as of such dates,
then such obligation shall not be cor-
porate acquisition indebtedness for 1976
and all taxable years thereafter. Such
obligation shall not be reclassified as
corporate acquisition indebtedness in
any taxable year following 1975, even if
the issuing corporation issues more ob-
ligations (whether or not found to be
corporate acquisition indebtedness) in
such later years to provide consider-
ation for the acquisition of additional
stock in, or assets of, the same ac-
quired corporation with respect to
which the original obligation was
issued. The interest attributable to
such obligation shall reduce the $5 mil-
lion limitation provided by section
279(a)(1) for 1976 and all taxable years
thereafter.

(b) Five percent stock rule—(1) In gen-
eral. Under section 279(d)(5), if an obli-
gation issued to provide consideration
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for an acquisition of stock in another
corporation meets the tests of section
279(b), such obligation shall be cor-
porate acquisition indebtedness for a
taxable year only if at sometime after
October 9, 1969, and before the close of
such year the issuing corporation owns
or has owned 5 percent or more of the
total combined voting power of all
classes of stock entitled to vote in the
acquired corporation. If the issuing
corporation is a member of an affili-
ated group, then in accordance with
section 279(g) the affiliated group shall
be treated as the issuing corporation.
Thus, any stock of the acquired cor-
poration owned by members of the af-
filiated group shall be aggregated to
determine if the percentage limitation
provided by this subparagraph is ex-
ceeded. Once an obligation is deemed
to be corporate acquisition indebted-
ness such obligation will continue to be
deemed corporate acquisition indebted-
ness for all taxable years thereafter un-
less the provisions of section 279(d) (3)
or (4) apply, notwithstanding the fact
that the issuing corporation owns less
than 5 percent of the combined voting
power of all classes of stock entitled to
vote of the acquired corporation in any
or all taxable years thereafter.

(2) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. Corporation Y uses the calendar
year as its taxable year and has only one
class of stock outstanding. On June 1, 1972, X
Corporation which is also a calendar year
taxpayer and which has never been a share-
holder of Y Corporation acquires from the
shareholders of Y Corporation 4 percent of
the stock of Y Corporation in exchange for
obligations which satisfy the conditions of
section 279(b). At no time during 1972 does X
Corporation own 5 percent or more of the
stock of Y Corporation. Accordingly, under
the provisions of subparagraph (1) of this
paragraph, for 1972 the obligations issued by
X Corporation to provide consideration for
the acquisition of Y Corporation’s stock do
not constitute corporate acquisition indebt-
edness.

Example 2. Assume the same facts as in Ex-
ample 1. Assume further that on February 24,
1973, X Corporation acquires from the share-
holders of Y Corporation an additional 7 per-
cent of the stock of Y Corporation in ex-
change for obligations which satisfy all of
the tests of section 279(b). On December 28,
1973, X Corporation sells all of its stock in Y
Corporation. For 1973, the obligations issued
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by X Corporation in 1972 and in 1973 con-
stitute corporate acquisition indebtedness
since X Corporation at some time after Octo-
ber 9, 1969, and before the close of 1973 owned
5 percent or more of the voting stock of Y
Corporation. Furthermore, such obligations
shall be corporate acquisition indebtedness
for all taxable years thereafter unless the
special provisions of section 279(d) (3) or (4)
could apply.

(c) Changes in obligation—(1) In gen-
eral. Under section 279(h), for purposes
of section 279:

(i) Any extension, renewal, or refi-
nancing of an obligation evidencing a
preexisting indebtedness shall not be
deemed to be the issuance of a new ob-
ligation, and

(if) Any obligation which is corporate
acquisition indebtedness of the issuing
corporation is also corporate acquisi-
tion indebtedness of any corporation
which in any transaction or by oper-
ation of law assumes liability for such
obligation or becomes liable for such
obligation as guarantor, endorser, or
indemnitor.

(2) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. On January 1, 1971, X Corpora-
tion, which files its return on the basis of a
calendar year, issues an obligation, which
satisfies the tests of section 279(b), and is
deemed to be corporate acquisition indebted-
ness. On January 1, 1973, an agreement is
concluded between X Corporation and the
holder of the obligation whereby the matu-
rity date of such obligation is extended until
December 31, 1979. Under the provisions of
subparagraph (1)(i) of this paragraph such ex-
tended obligation is not deemed to be a new
obligation, and still constitutes corporate
acquisition indebtedness.

Example 2. On June 12, 1971, X Corporation,
a calendar year taxpayer, issued convertible
and subordinated obligations to acquire the
stock of Z Corporation. The obligations were
deemed corporate acquisition indebtedness
on December 31, 1971. On March 4, 1973, X
Corporation and Y Corporation consolidated
to form XY Corporation in accordance with
State law. Corporation XY is liable for the
obligations issued by X Corporation by oper-
ation of law and the obligations continue to
be corporate acquisition indebtedness. In
1975 XY Corporation exchanges its own non-
convertible obligations for the obligations X
Corporation issued. The obligations of XY
Corporation issued in exchange for those of

667



§1.279-5

X Corporation will be deemed to be corporate
acquisition indebtedness.

[T.D. 7262, 38 FR 5847, Mar. 5, 1973; 38 FR 6893,
Mar. 14, 1973]

§1.279-5 Rules for application of sec-
tion 279(b).

(a) Taxable years to which applicable—
(1) First year of disallowance. Under sec-
tion 279(d)(1), the deduction of interest
on any obligation shall not be dis-
allowed under section 279(a) before the
first taxable year of the issuing cor-
poration as of the last day of which the
application of either section 279(b)(4)
(A) or (B) results in such obligation
being classified as corporate acquisi-
tion indebtedness. See section 279(c)(1)
and paragraph (b)(2) of this section for
the time when an obligation is sub-
jected to the test of section 279(b)(4).

(2) General rule for succeeding years.
Under section 279(d)(2), except as pro-
vided in paragraphs (3), (4), and (5) of
section 279(d), if an obligation is deter-
mined to be corporate acquisition in-
debtedness as of the last day of any
taxable year of the issuing corporation,
such obligation shall be corporate ac-
quisition indebtedness for such taxable
year and all subsequent taxable years.

(b) Time of determination—(1) In gen-
eral. The determination of whether an
obligation meets the conditions of sec-
tion 279(b) (1), (2), and (3) shall be made
as of the day on which the obligation is
issued.

(2) Ratio of debt to equity, projected
earnings, and annual interest to be paid
or incurred. (i) Under section 279(c)(1),
the determination of whether an obli-
gation meets the conditions of section
279(b)(4) is first to be made as of the
last day of the taxable year of the
issuing corporation in which it issues
the obligation to provide consideration
directly or indirectly for an acquisition
described in section 279(b)(1) of stock
in, or assets of, the acquired corpora-
tion. An obligation which is not cor-
porate acquisition indebtedness only
because it does not satisfy the test of
section 279(b)(4) in the taxable year of
the issuing corporation in which the
obligation is issued for stock in, or as-
sets of, the acquired corporation may
be subjected to the test of section
279(b)(4) again. A retesting will occur
in any subsequent taxable year of the
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issuing corporation in which the
issuing corporation issues any obliga-
tion to provide consideration directly
or indirectly for an acquisition de-
scribed in section 279(b)(1) with respect
to the same acquired corporation, irre-
spective of whether such subsequent
obligation is itself classified as cor-
porate acquisition indebtedness. If the
issuing corporation is a member of an
affiliated group, then in accordance
with section 279(g) the affiliated group
shall be treated as the issuing corpora-
tion. Thus, if any member of the affili-
ated group issues an obligation to ac-
quire additional stock in, or assets of,
the acquired corporation, this para-
graph shall apply.

(ii) For purposes of section 279(b)(4)
and this paragraph, in any case where
the issuing corporation is a member of
an affiliated group (see section 279(Q)
and §1.279-6 for rules regarding applica-
tion of section 279 to certain affiliated
groups) which does not file a consoli-
dated return and all the members of
which do not have the same taxable
year, determinations with respect to
the ratio of debt to equity of, and pro-
jected earnings of, and annual interest
to be paid or incurred by, any member
of the affiliated group shall be made as
of the last day of the taxable year of
the corporation which in fact issues
the obligation to provide consideration
for an acquisition described in section
279(b)(1).

(3) Redetermination where control or
substantially all the properties have been
acquired. Under section 279(d)(3), if an
obligation is determined to be cor-
porate acquisition indebtedness as of
the close of a taxable year of the
issuing corporation in which section
279(c)(3)(A)(i) (relating to the projected
earnings of the issuing corporation
only) applied, but would not be cor-
porate acquisition indebtedness if the
determination were made as of the
close of the first taxable year of such
corporation thereafter in which section
279(c)(3)(A)(ii) (relating to the pro-
jected earnings of both the issuing cor-
poration and the acquired corporation)
could apply, such obligation shall be
considered not to be corporate acquisi-
tion indebtedness for such later taxable
year and all taxable years thereafter.
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